THE PRIVATE SECTOR IN SRI LANKA
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John Stuart Blackton

The Private Sector Before 1977

The state of the private secior which confronted the new government of Sri
Lanka in 1977 was a rather soty onc, although it reflected paterns all oo
familiar in a greac many developing counrries. The colonial structues of the
economy ind left independent Ceylon with an tindally fopsided privace
sectorin i248: highly developed plansadon industries and a finuncial serac-
ture geared to the import/export trade combined with = runinal induserial
buase and litde effective institutional capacity to mobilize invesunenr e-
sources. Over the next 30 vears the situation improved marginally i some
areas and deteriorated severcly in others. Both political blocs in Cevlon
sought to promote industrializaton, but the carly efforts were naive, it well
mtenvoned. The maze of industriz! policies protulgated by alternauny
UNP and SLEP governments lett Cevion with a set of inefhcient Impaort
substtution industries surviving behind excessive rates of effective protec-
don and u lack of incentives for export industries which kepe Cevlonese
industrialists ¢at of the internationul marketplace and shelicred from the
winds of international compeution,

Private firms developed within the framework: of the Companies Act of
1938, 4 colonul moditication of the British Comparues Actof 1929 whic
was sall in force 1n 1982, The law Jid not provide tor the hrms of corporaie
structure whice: have been most cifective in promoting capital mobilization
in the develeped world, and the vase majority of Ceylonese forms continue

to be family enerprises or closely held irms. Altiough a tew plantacion
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stocks have traded on the local exchanges for a very long time, the capital
markets of Ceylon were not deviloped in ways which facilitated the financ-
ing of company equity. Most firms continued well into the 1970s on a
mesture of shogt-term commercial financing an-l limited medium.- and long-
terna debt ﬁnnn(mg from mformal noninstitutional sources (tamily, fricnds,
the “blak money” pool, private uaregistered financial intermediaries, and
the like). While the hnancial agtlity of the noninsiicurional money markets in
Sri Lanka s noteworthy and even commendable, as 15 the illgtnui[y of local
entreprencurs who buile enterprises wich this Iinuncing, the umlcrdcvclup-
ment ot formal capital markets in Sri Lanka took ‘s wollina number of ways,
The noninstitutional finznce market is inherentdy inefheient beciuse it can-
not use public chunnels to move marker information on supply and demand
for funds. It alse tacks the ability t achieve economies of scale and typically
involves unnecessanly high transaction costs for hotl borrower and lender.
It favors debt finuncing over equity financing with an inevituble bras cowards
expansion of existng CNLETPIISE OVEr néew stargs.

The only element of the financial stracture n Sn Lanka which was well
developed before independence was the commercial bank capucity to han-
dle documencary credies und import/export finance. Even chis function had
beer: eroded in the 19725 as foreign exchange availability dwindled and the
governent mationaliced the large commercial banks, No surprisiiigly, the
composition of the private sector in Sri Lanka by 1977 was w eighted heavily
towuards the trade and service secrors which lend themsclves to smali-scule
and debt finencing.

The years berween 1971 apd 1977 were ditheult years ac best for all
private sector firms and disastrous for many firms With hindsighe e is Clear
that the basic vecroral mvestment policies of the government during iy
period were misgunded in tie extreme. Public enterprises and ill-cong enved
weltansm consumed dhe lion's share of public résources, while conhiscazory
ax policies and direct expropriadon of private businesses turned o weak
Private investment climace into a virtually nonexistent investmnen; chnnace,
Over and above mismanagement ae the macrolevel, St Lanky wa. plagued
by a convergence of uther cconemic forces which dampened cconomic
performance as @ whole and took a particularly high toll in the privite sector,
Foreign exchange availabititics dwindled severely during the period, and the
privace sector was last in line at thie foreign exchange allocation window of
the sociabist government. Sri Lanka's overall terms of trade deterioraed
severely over the SLEP vears, and the governmend's crade. policies discrimi-
nated aguinst expores (both manutactured exports and _he major traditional

plantztion expores). Toul cconomic performance for the pertod was dismal,
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aiid growth in the private sector was prebably negative for the period as a
whole. Foreign investmen: in Sri Lanka, which had been minimal before
F971, dried up enticely in the SLEP years as the nation acquired an interna-
tional reputation for being not simply neutral 1o private enterprise, but
acuvely hostile to private business.

The Private Sector Policy Reforms of 1977
fe was againse chis undeniably bleak sctting that the new UNP government
lannched a sweeping economic liberalization program in which an imporeant
role was assigned to the private sccior. Within months after the election, the
government announced that its centeal industrial policy objective was to
“encourage export-led industrial development in preterence to nport-sub-
sttution oriented industrial development that has characterized the period
since the late fifties, since the lateer has proved to be both ureconomic and
incapable of generating  employment,” The government sougl: more
broadly to give major incentives to private producers in all the production
sectors {industry, food crops, and traditional exports) and to create the
conrditions for private capital mobilization and investment which would free
public invesunent resources for rehabilitation of Sqi Lanka's sadly deteriorat-
ed infrastructure bacse.

The first UNP budget sec ant four overall economic objectives: (1) to
revive the cconomy, (2) to increase output from agricuirure, industry, and
trade, (3) to stimulate domestic savings and investinent, and (-£) te improve
the balance of payments. Two structural changes were pron ulpated very
carly onin the life of the new Bovernment to give substance to these policy
objecuves. Fiese, price controls were eliminated (with rhe exception of bread
aad pharmaceuticals). Second, import controls were virtually eliminated. The
government switched from a complex and inefficient system of import
permics to a “negative list” of meligible commodities. All nonprohibited
imports could be freely imported against a simplified tariff structure with six
bands ranging from duty-tree to a 100 cariff,

In parallel with these policy changes, a number of HNportant institutional
inttiatives were undertaken o unscramble the maze of bureaucraric authori-
tes which claimed overlapping junsdictions in the investment area. The
most signilicant among the new institutions are:

V. Greater Colombo Economic Conmiviion (GCEC): Operates a free zone for
toreign investors prepared to accepr a 1009 export obligation.

2 ["ln'(‘llql; Investment Advisory Committee (I'1AC): Evaluates and approves all,
foreign twvestment ouside the free zone eperated by the GCEC, Such invest.-
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ments generally must include ar least 519 Sri Lankan equity. FIAC can offer
an array of incentives which correspond to the ateractiveness of the project
in terms of either technology transfer or employment creation,

3. Local Investment Approvals Commistees (I.1ACs): Three LIACs (fisheries,
textiles, and general industries) have approval authority for domestic indus-
trial investments. The LIAC approval confers access to government financ-
ing support and the right to open Letters of Credit (LCs) for equipment
imports in excess of $35,000.

4. Export Develupment Board (EDB): This body has broad responsibilities for
promoting exports-—especially nontraditional exports. It operates a variety
of export rebare and export subsidy schemes and has a refinance window
{operzted in conjunction with the Central Bank of Ceylon) which can pro-
vide term tinancing v to 195 years for export ventures. The EDB also has the
unusual abili; to ke equity posiuions in export companies through the
purchase of redwemable preference shares for up to 20% of project equity.

5. Sri Lanka Expore Credit Insurance Corporation (SLECIC): The SLECIC
conduces a wide range of commercial insurance and guarantee funcrions,
including holding performance guarantees on bank-financed trade transac-
tions for local exporters, financing of bid bonds for Si Lankan firms tender-
ing internationally, and conventional pre- and post-shipment credit guaran-
tees on commercial LCs.

An imiportant policy area for the private sector which has nor received
adequate attention in the firsi stages of the liberalization is rax policy. The
Sri Lanka wx structure reflects the colonial structure of the economy. Indi-
rect taxes on import/expott transactions and domestic trade transactions
have been (he mainstay of government revenues throvghout the curreny
century. The increase in trade activity associated with the liberalization has
accelerated revenues to government from this somewhat archaic tax struc-
ture, bue the system induces undesiiable distortions in the patterns of invest-
ment and commercial activity. Table 1 shows trends in the yield of the tax
system over the past two governments.

Several features of the tax structure have particular salience ‘or private
sector policy. The mose significant among these are the following,. Firse, the
present structure of Business Tarnover Taxes levies higher rates on trade
transactions than on manutacturing transactions. This provides additional
disincentives for domestic manufacrures and adds to other distortions which
aiready favor trade over m;umfucturing. Second, the Business Turnover Tax
(BTT) does not incorporate the features of a modern Value Added Tax

which does not re-tax at successive stages of produstion. Quite the contrary,

s



740  ASIAN SURVEY, VOL. XXM, NO. 6, JUNE 1983

TABLE | Contributions of Sri Lankan Taxes to Revenue (percentage composition)

Tax 1971 1974 197y 1981
Drrect Taxes
Taxes on incom. and profits 19.9 15.3 19.6 142
Personal — 4.9 37 29
Corporate — 10.4 15.9 1.2
Taxes on property and
property transfers 2.2 1.8 1.4 1.2

Indirect Taxes

Taxes on goods and services 376 36.9 29.9 34.9
Business turnover tax 14.6 15.4 10.4 19.7
Liguor 7.4 5.9 5.3 5.3
Tobacco 1.1 9.5 7.3 7.5
Tea (ad valorem) 1.7 4.1 4.9 0.7
Other 2.7 2.3 2.0 1.6
Import duties 12.6 7.1 4.1 225

Export duties 11.9 16.9 40.8 27.3
Tea 7.3 4.0 26.8 14.4
Rubber 0.6 7.3 9.7 10.3
Coconut 2.5 4.1 33 2.0
Odher 1.6 1.4 1.0 0.7
FEEC revenue 15.7 22.1 8.3 —

Total 1ax revenye 100.0 100.0 100.0 100.0

Tax revenue as % of total
current revenue 86.0 91.6 3.8 94.95

Non-tax curre:t revenge as
N of total current revenye 14.0 8.4 6.2 . 5.9

SOUVRCF Central Bank of Ceylon.

the Sri Lanka BTT permucs cascading taxes which can induce significant
distorvods o the manufaceuning sector by discouraging forward and
backward tinkages between specialized manufacturers and by favoring sim-

ple one-step enterprises which transform feedstock into hnished goods art a
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single site. Third, the application of the Business Tax to financial intermedi-
aries has led to the treatraent of banking profits in ways which serve as a
disincentive to equity finance and project lending and favor conventional
short-term commercial transactions. Fourth, the current tariff structure com-
Bines revenue and protection elements in a single tax which produces unin-
tended effects in terms of effective rates of protection and contributes to the
distortion of investment decisions in the private sector towards enterprises
which are inefficient but over-protected. Finally, export firms and new joint-
ventures enjoy a wide range of temporary exemptions from business and
corporate taxation, but face uncertainty about the range of taxes they wiil
confront when the exemptions expire. These uncertainties dampen willing-
ness to expand or make major changes in the capital structure of erivace
fi.ms.

The Private Sector Response to the

Liberalization of 1977
In developing countries which have experienced relatively long petiods of
socialist regulation of the economy and limited private access to the foreign
exchange markets, there is an almost inevicable sequence of events which
marks the carly years of the liberalization. It is important to understand how
universal these are as one seeks to assess the performance of Sri Lanka’s
private sector under the new regime. Most of the early period after a liberal-
tzation involves the satisfaction of pent-up consumer demand and the redi-
rection of a scarcity-oriented trading and commercial sector to the operation
of a free market. The conventional features of the early years after liberaliza-
ton involve a sequence of events as outlined below:

(1) Imported goods Hood the markets and the consumers are cuphoric
while traders grow rich overnight; (2) The new money from trade L£os into
real estate and land prices and rents rise dramatically --squeezing some while
enniching others; (3) The lmnking system expands dramatically, ateracting
new deposits (usually in t’()rcign exchange at near-Furomarket rates). Deposi-
tors are mnitally euphoric because of the Ingh nominal incerest races; (i The
Consumer Price Index rises at historically unprecedented rates and cuphorta
begins to wither among the less favored groups: (5) Trade and commerce
continue to predommate i the private sector and the government begins to
worry about the problems of directing resources to productive investments
rather than trade: (6) The banking and trading consutuencics (who are muak-
ing a killing in commerdal ransactions) resist pressures to diversify cherr
mvestment portfolios towards production, and public criticism of financial

mntermediaries mounts; and (7) Government begins to reexamine the socal
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and political cost of liberalization and to consider alterations in policy to
respond to the new distortions.

To date, Sri Lanka has kept rather closely to the liberalization libretto.
The hirst years after 1977 witnessed massive imports of consumer goods as
traders, conditioned by years of scarcity, overinvested in inventory and satu-
rated the markets. Consumers, likewise accustomed to scarcity or at best to
uncertainty in the marketplace, displuyed the "hourding" response which
usually follows years of artificially restrained consumer demand. At the same
e, free forcign exchange and new soucces of commercial wealth com-
bined with greater access to the banking system to fuel a housing and
construction boom in 1978 and 1979, Speculation in real estate was ram-
pant, and contractors and land speculators were among the carliest benefi-
craries of the new policies. Inevitably there were some sharp market correc-
nons after che inigal frenzy, and the traders found themselves faced with
unanticipated carrying costs on speculative inventory while the land market
slackened somewhat in 1980, The Iiberalization had, however, undentably
reshaped the domestic economy of Sri Lanka, and evidence of the changes is
abundant.

Nowhere was the impact greater than upon the patterns of income and
wealth distribution in the island. While land and trade have long been the
sources of substantial wealth in Sri FLankan society, the socialist interlude
had diminished the returns 1o both, and the tenured urban salariac and the
tenured small paddy farmer enjoyed greater economic security and a higher
relative position in the income hierarchy of Sri Lanka than in the 1950s and
1960s. Predictably, the benefits of the liberalization flowed rather differently
than the benefits of the socialist policies of 1971-77, and not all Sri Leakan
households were equally well positioned to capture these new benefirs from
a free market economy. Households with at least one iember in the come-
mercial world (from street hawker to chairman of a finance house) gained
two immediate advantagzes from the new policies: (1) their turnover in-
creased dramatically, producing mare nominal income: (2) thew ability to pass
costs through to the consumer allowed thern 10 index” their incomes in a
period of increasing inflation and thereby assure that cheir read fncome kept
pace with the economy.

Civil servants, pensioners, stage enterprise employees, and the urban salari-
atan peneral saw elements of the cost of lving rising faster than their
incmncx‘, and many houscholds experienced a relative decline in their eco.
nomic status. Government wage increases and the face thar mose households
were able o deploy ac least one member into the private sector at some level

(evenagncultural and unskilled construction labor rates reflected the payout
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from the liberalization) meant that it was unlikely that any large group in the
society experienced an absolute decline in real welfare. This proposition may
be debatable at the margins, but the combination of rising growth rates in
the GNP and a substantial “safety net” of government welfare programs for
those most in need probably ensured that most famiiies preserved or im-
proved their basic standard of living over the past five years.

Much of the debate over the outcomes of economic liberalization policies
arise from the fact that individuals are more conscious of their relative
economic status than their absolute economic status, If household “A™ has a
constant level of real income for five years while households "B and “C*
next door have a 50% increase in real income over the same period, then
household A will feel that it has lost ground. High inflation compounds the
problem because rapidly rising nominal prices create a perception of eroding
buying power even when incomes rise in tandem with prices. If household A
in Colombo hought rice at Rs 2 per kilo in 1977 (one Rs = US £0.05) and
now pays Rs 5 per kilo, the fact that the household income rose from Rs 100
to Rs 1,000 per month will not mitigate the sense tha: life js bccoming more
costly. If houschold A also sees that households B and C have seen their
incomes rise from Rs <00 to Rs 1,500 per month and now buy fancy rice ac
Rs 7 per kilo, household A will be positively convinced that its standard of
living is deteriorating.

Precisely these phenomena have been occurring in Sri Lanka in the past
year, 1982, Increasing public attention is being drawn to the relative shifes in
ncome among different groups, and the ability of some households o
prosper more rapidly under a free market regime is creating the perception
that the liberalization has undermined social equity. The March 1982 deci-
ston of the Sei Lankan government to renege on its hardline policy decision
not to index tood stamys reflects the government's increasing sensitivity to
these perceptions.

The povernment faces a multifold challenge in the next two years: firse, to
guide the economy past the “consumer euphoria™ stage ot Liberalization
towards sustamned productive private investunent; second, to adjust its wel-
tare policies in ways which better reflect che dynamies of a liberal economy
and avoid comrihuting to economic distortions; third, o take care that the
institutional and policy developments which accompany the second stage of
the @iberalization are carefully attuned o the need to ensure the broadest
possible participation in the free cconomy by Sri Lankans from all strata; and
tourth, to consciously shrink the relative size of the public sector salariar by
moving increasing responsibility for cconomic activity to the private sector
and substantially slowing recruirment into all forms of nublic service,
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These challenges are not insurmountable. They are the prerequisites for
the movement from an “infant liberalization” to a “mature liberalization,”
and they have been successfully accomplished by a number of countries.
They have also proved catastrophic stumbling blocks to many less devel-
oped countries, and the Third World is littered with “failed™ liberalization
attempts. To understand the issues confronting the government of Sri Lanka
in the private secior policy area it is useful to examine the two basic elements
upon which the liberalizarion depends: (1) the financial system to mobilize
private capital and allocate investent resources; and (2) the productive base
of the private sector in Sri Lanka today.

Financial Intermediaries: Performance

Since 1977
While it cannot be argued that Sri Lanka now possesses the depth and
variety 0f financial markets which it will need to achieve the ambitious
industrial goais it has set for the coming decade, the development of local
financial institutions since 1977 has been impressive indeed. The aggregate
balance sheet of the commercial banks grew nearly sixfold from shighdy
more than Rs 4 billion in 1976 (the fast full year of the SLFP government) to
about Rs 24 billion in November 1981, Over the span of two years between
their inception in 1979 and November 1981, the newly created Fereign
Currency Banking Units showed a tenfold growth in foreign exchange assets
from Rs 0.9 billion to more than Rs 5.0 billion.

A score of foreign banks have joined the seven banks which survived the
socialist interlude, and che commercial banking sector was alive with compe-
tution for business in 1982, The 1971-77 period was not a total loss for the
banking sysw.in since this period saw government-induced branching of the
two public sector banks down to the lowest levels of village settlement.
While the carrying costs of some of these village branches may prove too
highar ad to retrenchment, the Colombao-based banking structure pene-
trated the entire island in the 19705 and this fact is unlikely to be reversed.
As is always the case in new banking markets, there is some talk of Sri Lanka
being overbanked, but this appears to reflece the complaines of the early
entrants who now have to compete harde: for business which fell into their
laps in the early days of the liberalizanon.

Not surprisingly, banking actviiy has concentrated first on the easy and
lucrativg side of the liberalizatior - domestic and international trade transac-
tions. The dramatic rise inimports after the election of 1977 heated up the
Letter-of-Credie (1.C) business and fostered unprecedented levels of demand
for short-term commercial money. At the same time, depositors, still wary
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after the last government and uncertain about the direction of the markert,
kept their money short to preserve liquidity. The 1977-78 period had the
earmarks of a trader’s market (as in Hong Kong and Singapore in the 1950s)
with private money moving at high velocity but al; cor short intervals. The
term structure of deposits began to lengthen in 1980 as the government
liberalized bank rate policy and permitted the yields on term deposits to rise
to Euromarket levels (and above Euromarket in some instances). The carly
response of th.e banking system was to hold the term structure of their loan
portfolios shorter than their deposit structure and balance their maturitics in
rhe Euromarket. This led understandably to complaints from the local busi-
ness community that the foreign banks in particular were not carrying their
fair share of the debt market and were in town simply to skim off the cream
of the LC business.

Several factors conjoined in late 1980 and earlv 1981 to aleer this picture.
The new banks were beginning to get their feet on the ground and to size up
the local vesrement market. Simultaneously, the government of Sri Lanka
began (apparendy with the encouvragement of its external banking consul-
tants) to exert some mild "moral suasion” on the foreign banks to take a
more active interest in the term market. The results are already evident, and
by November 1981 (latest month for which full banking figures are avail-
able) the tables had actually been reversed (see Table 2). The tevm structure of
the aggregate loan portfolio of the Foreign Currency Banking Unity (FCBUL) 1y
now longer than the term structure of deposins.

TAsLE 2 Maursty Pustern of Deposits and Advances of Foreign Currency Banking Units
as of the Ind of November 1981 (in millions of U.S.8 and Ry)

Deposits , Advances

%of  — —_—

Banking Units Uss Rs total Uss Rs rotal

Up to 3 mo. 166.3 3,4235 75.3 1223 295166 9K.9
Over 3 mo. to 6 mo. 33.3 6GR3.2 15.0 14.7 303.2 7.0
Over 6 mo. to 12 mo. 1.1 238 0.6 10.7 221.0 5.2
Over 12 mo.to 3yt 20.0 441.9 9.1 29.0 597.2 13.9
More than 3 yr. — - — 323 66:1.0 15.4
Total 220.7 4,972.4 100.0 209.0 4,302.0 100.0

SOURCE Cenrral Bank of Ceylun

N
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Given the natural proclivity of conservative bank managers to match
maturities and to see offshore banking in developing countries as an oppor-
tunity to milk capital for safer loans in Europe, this turnacound is encourag-
ing indeed. It represents a tangible vote of confidence in the Sri Lanka
market and one which will not be missed by foreign investors who tend to
look to offshore banks as bellwethers of the marketplace. It is worth adding
the caveat that most offshore banks in Sri Lanka have low exposure lunits
and that the 154 of bank funds out at three years or more is only U.S. §32
million spread among a considerable number of clients. There is still a very
long way to go in developing the depth and range of tern1 finance which will
be needed to sustain a strong private sector in Sri Lanka, but the early signs
are auspicious.

TRENDS IN THE LENDING PORTFOLIO

Commercial finance still dominates the portfolio of most commercial banks
n Sri Lanka, but the picture is changing in directions which are positive.
Government banking policy permits a relatively wide band of interest
charges, and banks are able to offset the higher risks of term lending with
higher rates. While rea/ interest rates on most loans continue to be negative
(l.e., interest rate is lower than most conventional inflation measures), they
are high in absolute terms (most loans from the commercial banking system
are in the 17-22% band, while long-term hinancing from state credit institu-
tions ranges more widely from 5% to 25%). The impact of these high nomi-
nal rates of interest is to favor enterprises and ventures with relatively fast
payout periods. Table 3 gives the purposes for all loans in the aggregate
comnmercial bank portfolio.

Within this overall pattern of loan usage, the industrial sector took only
about 20% of the total. Industrial lending levels are a key indicator of the
potential economic returns to any national liberalization policy. In the longer
run, productive private sector investment in enterprises with relatively steady
payouts over the medium- and long-term are the engines upon which a
liberal economy must depend. Once the heady days of financing hair dryers
and tape players are over, the financial sector has to begin to direct substan-
tial resources into the productive sector or the liberalization bubble will
burst. In reviewing the composite commercial loan portcfolio for 1981, two
features of importance 1 the private sccror stand out clearly: (1) the private
sector holds more than rwo-thirds of commercial industrial loans, and (2)
there are a significant number of industrial subsectors where the private

sector s getting the major share of new commercial finance (including

JOHN STUART BLACKTON 747

TABLE 3 Commercial Bank Loans Classified by Purpose and Term (as of June 30, 1981)

* Amount Percentage of all Loans
Rs %of  Short  M:dinm  Lony All
Purpose of Loan millions totul term term term loans

Commercial 9,186.7 49.0 793 16.9 38 1000
Financial 449.9 24 482 34.1 17.7  100.0
Agncultural 2,682.4 14.3 57.4 324 10.2 100.0
Industrial 3,453.9 18.4 74.5 20.1 5.4 1V0.0
Tourism 189.5 1.0 36.6 34.6 28.8 100.0
Engineering and
bldg. construction 392.4 2.1 819 14.5 3.6 1000
Mining and fishing 21¢.1 1.2 36.8 31.0 32.2 1000
Housing 926.8 4.9 224 34.5 43.1 100.0
Consumption 363.1 1.9 449 46.8 8.3 100.0
Other advances 888.4 4.8 39.7 17.1 43.2  100.0
Toral 18,752.2 100.0 068.3 21.9 9.8 100.0
Advances to Free
Trade Zone enterprises 279 1000  59.1 14.5 264 100.0

SOURCE Sn Lanka Banking Control Depariment.

rubber and plastics, wearing apparel, basic and fabricated metal products,
etc.).

While there is a major need to deepen and diversify the financial base of
Sri Lanka’s young industrial sector, these early signs are encouraging. There
ts some talk of a liquidity squeeze in the coming year as the government goes
more heavily into the market to finance local currency budgetary deficits.
The effects of this squeeze on the currently positive trends in industsial
finance are difficult to predict. The situation is not ahogether disshuilar to
that 1n the U1.S. in 1981/1982 in which the government and corporations
competed for longer term money in a tight market, driving capital costs up
at a time when government policy was otherwise favorable to private sector
expansion. That a relative newcomer to the liberalization game like Sri Lanka
should tace some of the same monetary and fiscal dilemmas which plague

advanced industrial economies is not surprising. It may be particularly im-
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portant, however, that Sri Lanka receives the right mixture of external advice
and support to chart a safe path through the coming budgetary crunch in
ways that do not reverse the remarkable early growth in the productive
private sector since 1977.

THE DEVELOPMENT OF CAPITAL MARKETS
Despite the growing range and sophistication of banking institutions in Sri
Lanka, there are a great many gaps in the structure of the financial and
capital markets. These gaps are greater on the capital side, however, which is
not unusual for a country in the early stages of Liberalization. Even socialist
governnients use banking and financial services, so these tend to develop (at
least to a certain level) under all economic regimes. Only a relaively liberal
economy needs to generate private equity capital, however, and it is in the
natural order of things that capital market institutions grow more slowly
than financial market institutions. The current government has given ex-
tremely attractive incentives for equity investment (approved projects can
sell shares which qualify the buyer for a 100% tax deduction, effectively
subsidizing share costs by 50% for the majority of investors who are in the
50% marginal tax bracket). The market structures for handling this equity
hinance are not yet fully evolved. Four small local brokerage houses make up
a secondary market for equities which has more of the characeeristics of a
“curb market” than a real stock exchange. Offshore and local banks parti-
pate in flotations, and new capital issues ave rather rapidly sold with the aid
of substantial direct advertising in the national media. The principal ventures
to enter the public share market have been hotel operations, but even these
are encountering problems associated with the small size of the marker. New
issues in the $0.5 to $5.0 million range have done relatively well, but larger
issues have been ditheult to sell wirhin the local market. Larger hotel ven-
tures typically stare with a 60- 709 foreign equity stake and scll the remain-
ing equity in the local market Issues with large foreign participation (often
Indian and Singaporean) have proven particularly attractive o local inves-
tors.

Until the capital market structure develops to accommodate the down-
stream trading of dhis volume of shares, however, one can anticipate some
sticky problems for the Sri Lankan private sector. Antiquated securities” laws
and relauvely weak marker institutions ensure that there is less quality con-
trol on,equity issues than mighr be desirable. Considerable potential exists
tor “watening, " insider trading, and the other abuses which have been chron-

ic problems on young Astan and Middle Lastern exchanges. I these things
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do happen, then there is the risk of either an investor backlash or, more
seriously, a move to overregulation of the capital markets.

The Sri Lankan economy s a small one, and therc is no need to build all
the trappings of the New York Stock Exchange or even the Hong Kong
Exchange at this time. There is, however, a genuine need for enlightencd
policy guidance in the capital market arca so that @ppropriate macket institu-
tions and appropriate controls and supervision develop to ensure the integrity
of the market place. This is an area where the multitateral development
banks and Western donors could play an important role over the 1980s in
providing the ranges of disinterested technical expertise in capital markets
which Sri Lanka must necessarily se.’ heyond its shores.

The Second Half of the 1980s: Prospects for

the Private Sector
The hfth anniversary of the 1977 liberalization has passed. confounding the
harbingers of doom and the pundits who have come to belicve that Sri
Lanka’s astute and traditionally camankerous voters will demand a change
of political course at every opportunity. The presidential elections of Octo-
ber 1982 returned the architect of Sri Lanka's apertuya a destra (Can opening
to the right”) Junius Richard Jayawardene, to a second six-year term. With
3.4 million of the 6.6 million votes cast, the incumbent president carried 21
of Sri Lanka’s 22 districts, losing only in Jaffna where separatist issues rather
than economic ideology shaped the electoral competition. While important
and usetul changes in Sri Lanka’s economy have been wrought since 1977,
the economic distortions and human dislocation of the liberalization are still
far from resolution. That these are a natural and inevitable consequence of
major policy transitions is no comfort to those voters who have experienced
either the rea/ity of reduced living standards or the perception that their hving
standards have declined. As the pattern of income and wealth distribution
alter within an cconomy, there are inescapable centers of bitterness and
resentment from less-favore:] sectors of the populace. While economists can
find much o praise in the liberalization and can be sustained by their fath
that “right policies™ are bound to produce a better life for everyone m the
long run, the liberalization has not yet proceeded to the stage where those
universal benefits are obvious to everyone,

The largest uncertainty facing the Sri Lankan private sector i 1987 s
whether the mereasingly probable move from a UNP government to a multi-
party national government could unravel the policy framework set in place
after 1977. Optimists within the business community like to argue that the
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benefits in terms of visible growth and improved efficiency are already so
great that an expanded government would find it imprudent to dismantle
the framework within which the private sector now operates. The referen-
dum of December 22, 1982, amended the Sri Lankan constitution to permit
the current parliament to sit until August 1989. Somewhat more than 3
million Sri Lankan vorters supported the amendment, buc the referendum
carried only 15 of Sri Lanka's 22 districts. Pessimists in the private sector
point to the celative thinness of /NP margins as an early warning that the
government will have to broaden its base by accommodating some elements
of the center-left. The costs of such an accommodation could include some
backsliding on the government's liberalization program. In any event, a
wholesale return to the socialise economy of the 1970s seems unlikely in the
near term. The consensus of moderate and conservative opinion seems to be
that another six years of liberal economic policies will be sufficient to move
the center-point of Ceylon’s politics signiﬁc;m(ly to the right, and that no
future non-Marxist government would be prepared to abandon a basic com-
mitment to the free market. A number of western economies are asking the
voters to demonstrate additional patience to allow classic liberal prescrip-
tons to work their magic. The October elections and December referendum
suggest that Sri Lankan voters still have considerable reserves of pattence as
they reconfirm a government and a policy which have only gone half the
distance.

There is still uncertainty as 1o whether the dual UNP victories of 1982
signalled an unqualified mandate for the continuation of the 1977 economic

policies, or whether they reflect the personal triumph of a candidate of

national standing over a somewhar obscure Kandyan landlord whose five
year tenure as an SLFP aninister of agriculeure simply did not carry the
electoral glamour of his opponent. The sharp drop in turnout berween the

residential election (over 81%) and the referendum (719) may be a sipnal of
p ) 4

the gap between President Jayewardene's personal support and che support
for the UNP record since 1977 These uncertainties nmwirhst:nulln.u, the
unprecedented double teem for the UUNP may prove to be a landmark in Sry
Lanka’s economic development. With a full decade to rebuild the cconomy
along the Singaporean lines favored by the current leadership, Sn Lanka
might move from its status as a social wanderkind (with remarkable welfare
tora poor country) to join the junior ranks of the economic wundevknder in
Asia wha have found economu hiberalization to be the successtul path to
high growth wnd hgh weltare. Were this 1o happen, Sri Lanka would be the

only member of this elece class (o have achieved substanta) growth and
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equity within the framework of a free and democratic political system.
Economic liberalism has been discredited as the path to development in the
Third World by many commeators who point to the political and moral
costs of the Korean/'Exi\\'ancse/Singapore models. Sri Lanka off rs a rare
opportunity for a reaffirmation of the 19¢h century belief that economic
liberalism and political liberalism need not be inimical.

Notes

1. Government of Sri Lanka, Greater Columba Economsc Rebabilitation Area, November I,
1977.



